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The “Small Partnership” Exception: Failing 
to Pay the Income Tax
-by Neil E. Harl* 
 The “small partnership” exception, as it is termed, one of the greatest moves toward 
simplification	in	the	history	of	the	federal	income	tax,	has	made	headlines	because	some	
of the members failed to pay their shares of the income tax imposed on the farming 
operation.1 Some members of the group opposed to the small partnership concept have 
used the occasion to criticize the use of the provision enacted in 19822 as a response 
to the tax sheltering going on at that time. As written, the small partnership exception, 
by its terms, provides an avenue for many small partnerships to sidestep the increased 
complexity of federal partnership law added by TEFRA.
An overview of the “small partnership” concept
 Under the governing statute for “small partnerships,” entities with 10 or fewer members 
(with a husband and wife counted as one), each of whom is a natural person other than 
a non-resident alien, with those members being individuals or estates of individuals or 
C corporations, are not even considered a partnership and no election is required to be 
treated as a “small partnership.”3 Indeed, an election is necessary if an entity eligible 
for the “small partnership” exception wishes to be treated as a partnership.4 Pass-through 
entities such as S corporations, limited liability companies (LLCs), limited partnerships 
(LPs) and limited liability partnerships (LLPs) are not eligible to be members of such a 
“small partnership.” A “corporation sole” under state law is considered a C corporation, 
which makes such entities eligible for the “small partnership” exception.5
 As for how taxable income, losses, credits and other tax items are to be reported,  the 
income, losses, credits and other tax items simply pass through to the appropriate schedule 
of the members of the entity.6 
The controversy
 The issue in a 2015 Federal District Court decision in South Dakota7 was that some 
of the members of the LLC, operating as a “small partnership,”8	did	not	file	or	pay	their	
federal	income	tax,	allegedly	in	multiple	years,	specifically	in	2007	and	2008.9	For	the	2007	
tax	year,	six	members	of	the	LLC	failed	to	timely	file	their	personal	income	tax	returns.	
For	the	2008	taxable	year,	three	members	failed	to	timely	file	their	personal	income	tax	
returns.10
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	 The	statute	governing	the	penalties	for	failing	to	file	a	timely	
partnership return and pay the tax11 does not state whether that 
authority applies to “small partnerships” but Rev. Proc. 84-3512 
states that such small partnerships “. . . will be considered to 
have	met	the	reasonable	cause	test	and	will	not	be	subject	to	the	
penalty	imposed	by	section	6698	for	the	failure	to	file	a	complete	
or timely partnership return provided that the partnership, or 
any of the partners, establishes. . . that all partners have fully 
reported their shares of the income, deductions, and credits of 
the	partnership	on	their	timely	filed	income	tax	return.13  That 
Revenue Procedure has been published verbatim in the Internal 
Revenue Manual.14
 In the South Dakota case, Battle Flat, LLC v. United States,15 
the LLC argued, unsuccessfully, that the court should not 
enforce Rev. Proc. 84-3516 because revenue procedures do not 
have the force of law and are not entitled to deference under a 
U.S. Supreme Court case, Chevron, U.S.A., Inc. v. Natural Res. 
Def. Council, Inc.17 Also, the Battle Flat’s LLC argued, also 
unsuccessfully, that the “reasonable cause” exception should 
be	satisfied	“.	.	.	so	long	as	the	partners	in	a	“small	partnership”	
file	their	personal	income	tax	returns	at	some	unspecified	future	
date.”18 The court pointed out that IRS had been rather lenient by 
choosing not to enforce the late penalty provision against Battle 
Flat for the 2006 tax year because of Battle Flat’s prior history 
of compliance.
The essential message in the case
 The holding in Battle Flat, LLC v. United States19 should neither 
come as a surprise nor should it be interpreted as discouraging 
use of the “small partnership,” one of the greatest opportunities to 
simplify	income	tax	filing	in	decades.	A	fair	reading	of	Rev. Proc. 
84-3520 should have provided convincing evidence that the “small 
partnership” involved in the litigation was not in compliance with 
the rules and should not prevail in an argument that the members 
of the entity could decide when their taxes were to be paid.
ENDNOTES
 1  I.R.C. §	6231(a)(1)(B).	See	Harl,	“The	‘Small	Partnership’	
Exception:	A	Way	 to	Escape	Partnership	Tax	Complexities,”	
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CASES, REGULATIONS AND STATUTES
by Robert P. Achenbach, Jr
BANkruPTCy
GENErAL
 SurCHArGE ON COLLATErAL. The debtor had granted 
a security interest in dairy herds, feed, milk and milk proceeds, 
machinery, and other personal property to a bank to secure a loan. 
The debtor had also granted a security interest in dairy facilities, 
equipment and  dairy products and proceeds to a second bank to 
secure a loan. A Chapter 11 trustee was appointed after the creditors 
objected	to	allowing	use	of	cash	collateral	in	the	estate.	The	trustee	
sought to surcharge the banks’ collateral for expenses incurred in 
the administration of the estate as allowed by Section 506(c). The 
trustee argued that expenses incurred by the estate in liquidating the 
collateral	produced	a	direct	and	quantifiable	benefit	to	both	creditors	
and maintained that both creditors consented to a surcharge for 
the	fees	and	expenses	incurred	by	the	trustee.		The	court	identified	
reasonable and necessary expenses in maintaining the operating 
status of the debtor’s dairy so as to preserve the value of the dairy 
assets until sold. On the issue of consent to the surcharge, the court 
first	 discussed	whether	 consent	 to	 a	 surcharge	was	 sufficient	 to	
allow a surcharge. The court found substantial precedent to support 
